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There are some characteristics of abnormal fluctuations, higher system risk caused 
by irrational behavior, and market inefficiency in China’ stock market, which cannot 
satisfy the basic assumptions of traditional standard finance theory. So the financial 
anomalies existed in stock market cannot be explained by standard finance theory. It 
is important and meaningful to introduce investor sentiment theory for explaining 
such anomalies in our newly developing stock market. Behavioral finance theory 
suggests that the investors, the main part of stock market, tend to make investment 
decisions arising from systemic bias because of the emotional impact. Emotional 
factors may be the systemic risks of stock returns. 
In this paper, by choosing six implicit sentimental index such as Discount of 
Closed-end Fund, trading volume on the first day of IPO, returns on the first day of 
IPO, market trading volume, market turnover and the ratio of stock numbers of which 
the price hit new high and hit new low, using the statistics method of principal 
components analysis, we structure a composite market sentiment index. By adding the 
market sentiment index into the equation of Fama and French’ three factors model, we 
have studied separately the effects of investor sentiment on market returns and returns 
of asset portfolios which have firm characteristics effects. We also have done 
empirical research on the explanatory ability of investor sentiment index for stock 
future returns. 
Our empirical results receive three conclusions:  
1) There is an obvious cross-sectional effect between market sentiment index and the 
market returns. Investor sentiment is the system factor of stock returns. 
2) By controlling the conditions of the firm’s characteristics, we find that the 
speculative stocks of which the values are difficult to be found and difficult to be 
arbitraged are easier effected by investor’s sentiment. 
3) Investor sentiment on stock returns contribute to the explanation of expected stock 
returns. 
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